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If inflation metrics are 
wrong, mischief could be 
brewing for markets 

By John Rubino 

Statistically speaking, 2013 was a 
strange year indeed. The US reported 
very modest consumer price inflation of 
1.5%, whereas the European Union and 
Japan came in even lower, at 0.86% 
and 0.36%, respectively. But during 
the same period, a painting by Francis 
Bacon called "Three Studies of Lucian 
Freud" sold for $142.4 million, the 
highest price ever paid for a painting 
at auction; a 59-carat diamond sold 
for $83.2 million, the highest price 
ever paid for a diamond at auction; 
trophy real estate prices in Manhat- 
tan, London, Sydney, and many other 
places soared past previous records; a 
limited-edition batch of Kentucky sour 
mash whiskey sold out at nearly $4,000 
per bottle; and, of course, most devel- 
oped-world equity markets marched 
in lockstep to new highs. 

The emergence of so many bubble-like niches 
in an ostensibly low-inflation world is curious. 
For instance, if the value of such major cur- 
rencies as the dollar and euro is stable, why 
were all these assets becoming so much more 
pricey? That is, after all, the same thing as 
saying that when valued in fine art or London 
penthouses, the world's major currencies were 
actually plunging. Either those hot asset classes 
were simply random bits of foam in a vast, oth- 
erwise calm, disinflationary sea or the gener- 
ally accepted definition of inflation is, in some 
fundamental way, flawed. 

A growing number of analysts now opt for s 
the latter explanation, claiming that the main- | 
stream take on inflation is not only wrong but is | 
also blinding policymakers and money manag- f 
ers to the true, highly precarious state of today's | 
financial markets. i 



"Official measures, like the US Consumer Price Index 
(CPI), almost completely overlook asset prices, like equities 
and real estate," asserts Michael Pento, president of New 
Jersey-based Pento Portfolio Strategies. "For real estate 
the US measures owners' equivalent rent rather than home 
prices, which means the housing bubble barely registers. 
Equity values are not measured at all, and we're up 35% on 
the S&P 500 Index in 2013. Isn't that inflation? Of course 
it is. But it's not captured in the metrics. Art, diamonds, 
yachts, bitcoins — there's where your inflation is, and none 
of those things are accurately captured." 

WHAT IS INFLATION, REALLY? 

As it turns out, inflation was not always synonymous with 
consumer prices. In a 1997 report titled "On the Origin and 
Evolution of the Word Inflation," Federal Reserve Board econ- 
omist Michael F. Bryan noted that when the term entered 
the lexicon in the 1800s, it referred to an in increase in 
the amount of circulating currency relative to the quan- 
tity of gold and/or silver that backed the money supply. In 
1912, Ludwig von Mises, a leader in the free market Aus- 
trian school of economics, wrote, "There is only one mean- 
ing that can rationally be attached to the expression infla- 
tion: an increase in the quantity of money (in the broader 
sense of the term, so as to include fiduciary media as well), 
that is not offset by a corresponding increase in the need for 
money (again in the broader sense of the term), so that a 
fall in the objective exchange-value of money must occur." 
This "fall in the objective exchange-value" might, accord- 
ing to Austrian analysis, manifest as a generalized increase 
in prices but also as asset price bubbles in a few hot sec- 
tors, extreme malinvestment of capital, rising volatility, or 
any combination thereof. In other words, inflation was the 
beginning, rather than the end, of a process. 

Over time, however, this expansive, money-based defi- 
nition gave way to today's narrower version, which is that 
inflation is simply a higher general price level. Each nation's 
version of the consumer price index became the headline 
number, whereas money supply growth and asset bubbles 
became side issues without a direct analytical link to the CPI. 

In one sense, this transition is an understandable result 
of increasing financial complexity. The money supply used 
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to be an easily calculated total of currency in circulation 
and precious metals in storage, but today, it consists of an 
expanding constellation of financial accounts containing 
instruments with varying degrees of "moneyness," such as 
sovereign debt, asset-backed bonds, and exchange-traded 
funds. "The modern money supply is whatever we say it is," 
says Doug Noland, manager of the Federated Prudent Bear 
Fund. "This gets back to the debate in the 1960s when [Uni- 
versity of Chicago economist] Milton Friedman said 'infla- 
tion is everywhere a monetary phenomenon,' and the Fed 
just has to manage the money supply. But he couldn't define 
money, and if you can't define it, you can't manage it." 

But as the disconnect between benign headline inflation 
and ubiquitous financial bubbles becomes harder to ignore, 
the debate over the nature and measurement of inflation has 
revived, and the search for a definition that is both quan- 
tifiable and consistent with everyday experience is heating 
up. Four possible definitions deserve particular attention. 

THE CENTRAL BANK BALANCE SHEET. If the broad money supply 
is impossible to measure accurately, then why not go back 
to the one part of it that can be measured and from which 
all subsequent forms of money spring? That, says Pento, 
would be the central bank's balance sheet, which is cre- 
ated when the bank buys bonds or other assets with newly 
created currency. In a fractional reserve banking system, 
commercial banks are able to turn this "base money" into 
the loans and other financial instruments that make up the 
broader monetary aggregates. 

How is this kind of money behaving? In the US, it has been 
surging. "The Federal Reserve Board has expanded its balance 
sheet from $800 billion to $4 trillion in the past five years," 
says Pento. The Bank of Japan's balance sheet has grown by 
a similar magnitude, whereas the European Central Bank's 
balance sheet actually contracted in 2013. So, each country's 
similar consumer price index readings are, according to the 
inflation gauge in Figure 1, highly misleading. 

TOTAL DEBT. Another way of dealing with the proliferation 
of quasi-money is to count it all, says Prudent Bear's Noland. 
"You have to look at where purchasing power is going, so 
monetary inflation is synonymous with credit expansion. 
And this is not your granddad's monetary inflation, where 
the central bank prints currency and distributes it to the real 

FIGURE 2 

US Total Debt (1995-2013) 

(US$ trillions) 

70 

60 




1995 2000 2005 2010 



Source: Based on US Federal Reserve data. 



May/June 2014 CFA Institute Magazine 41 



FIGURE 3 

Oil Priced in Gold, Euros, and US Dollars, 1950-2010 
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economy, which raises prices generally, as happened in 
Weimar Germany's hyperinflation. This is a central bank 
creating electronic money and injecting it directly into the 
securities markets, where it produces asset bubbles." 

Why the change? Because the structure of the financial 
system has evolved. "Historically, you had the gold standard 
or Bretton Woods or an ad hoc dollar standard, all of which 
constrained credit growth. And traditionally, most credit 
growth was through bank lending, which was constrained 
by capital and reserve requirements," Noland says. "Over 
time, we've thrown all that out the window and, between 
securitization and repos, have produced huge growth in 
credit outside of the banking system. Today, we have a 
global credit system where there are no limits on the quan- 
tity or quality of credit." 

If the amount of credit being created by a society is its de 
facto money supply, and total debt has soared in the devel- 
oped and much of the developing world (see Figure 2 for 
US total debt), then by this measure, inflation is also raging. 

THE PRICE OF GOLD. "If you can't calculate the supply of some- 
thing, then use a stable yardstick to measure its value," says 
John Tamny, a senior economic adviser to New York money 
manager H.C. Wainwright and editor of the RealClearMar- 
kets website. "Money's main purpose is to communicate value 
and facilitate the exchange of real wealth and consumable 
goods," says Tamny. In that sense, he reasons, using money 
to measure value is more like using meters to measure dis- 
tance or seconds to measure time. "It's not wealth. If we got 
rid of all the dollars, euros, and yen in the world, we'd still 
be just as rich because all the real wealth [factories, farms, 
etc.] would still be here. Money is just how you measure your 
output, so you want the value of money to remain stable." 

Tamny's solution? "Measure today's currencies against 
the one form of money that has stood the test of time. Gold 
is the most constant, objective measure of value in exis- 
tence, so its price is the single best measure of the value 
of national currencies. A fall in the price of gold signals a 
strengthening currency, and a rise in [the price of] gold sig- 
nals a weakening one." 



TABLE 1 

Real Estate Price Increases in Selected Markets 
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Country 


12-month change 


1 


Dubai, UAE 


28.50% 


2 


China 


21.60% 




Hong Kong 


16.10% 


4 


Taiwan 


15.40% 


5 


Indonesia 


13.50% 


6 


Turkey 


12.50% 


7 


Brazil 


11.90% 


8 


Colombia 


11.80% 


9 


Germany 


11.20% 


10 


United States 


11.20% 



Note: 12-month change through third quarter 2013. 

Source: Based on data from Knight Frank's Global House Price Index. 

Viewed through a golden lens, the world's major cur- 
rencies have been in decline since 2001. "A dollar bought 
l/250th of an ounce of gold in 2000, and by 2014, bought 
1/1, 300th," says Tamny. "And commodities across the board 
reflected this currency devaluation. Oil, for instance, didn't 
get more valuable; it went up because the dollar became less 
valuable. Gold's value hasn't changed, but the amount of 
dollars [and euros and yen] it took to buy gold did change." 
(For example, see Figure 3.) 

ASSET-ADJUSTED CPI. If today's consumer price indices don't 
accurately measure asset inflation, a logical — and less rad- 
ical — solution would be to add asset prices to the formula, 
says John Williams, who calculates alternative versions 
of major economic statistics for his Shadow Government 
Statistics website. "A price index for financial assets will 
show when speculative bubbles occur," he says. Accurately 
accounting for today's many asset bubbles would, Williams 
believes, reveal raging rather than well-behaved inflation. 

INFLATIONARY WORLD 

Each of these alternate definitions of inflation is unique, 
but all reach the same conclusion, which is that far from 
being well contained, inflation is dangerously high and is 
having a dramatic impact on various parts of the global 
economy, with very different effects for emerging versus 
developed markets. 

In a global economy, "[Central banks] can create liquidity, 
or monetary inflation, but they cannot dictate where it goes," 
says Noland. Capital is free to flow, via carry trades and cur- 
rent account deficits and corporate mergers and acquisitions, 
to wherever the environment is most welcoming. Between 
2010 and 2013, that place was the developing world. 

China, by far the biggest emerging market, is a major 
recipient of US and European liquidity, as consumers in 
these developed markets gorge on cheap Chinese goods 
and global businesses set up low-wage factories in Shen- 
zhen and Dongguan. Chinese growth has been correspond- 
ingly rapid, but so has its borrowing, fueled by this influx 
of hot money. Between 2008 and 2013, total Chinese debt 
more than doubled to $24 trillion. 
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In addition to the well-publicized "ghost cities" built 
by overambitious regional governments, China has seen a 
housing boom of epic proportions. The developed world's 
exported inflation has a similar impact on numerous other 
emerging markets, where real estate, in particular, soared 
in 2013, as shown in Table 1. 

DEVELOPED-WORLD EQUITIES. As Noland sees it, between 
2011 and year-end 2013, a secondary effect of the emerg- 
ing market bubble came in the form of developed-world 
equity bull markets, with share prices in the US, Japan, and 
Germany rising by a cumulative average of 40%. Thanks 
to the recent influx of hot money, Noland says, "We have 
massive manufacturing capacity built up throughout Asia." 
Thus, developed-world corporations have little incentive to 
invest in domestic factories. "Instead," he contends, "they 
just take the liquidity [obtained by issuing bonds at artifi- 
cially low interest rates] and buy back their stock, which is 
very good for people who own stocks but not so good for 
people looking for jobs, especially skilled manufacturing 
jobs." According to this interpretation, one consequence is 
the seeming paradox of equity bull markets coexisting with 
declining labor-force participation in the developed world. 

ALTERNATE FUTURES 

The conventional and alternative inflationary worldviews 
really diverge in their implications for the future. The 
likely result of the stable, well-behaved inflation now being 
reported by developed-world governments is more stability. 
In theory, 2% inflation will beget economic growth of 2% 
or 3% without a lot of drama. But the alternative metrics 
showing high and accelerating inflation all point to trouble 
of various kinds, with likely scenarios ranging from rising 
volatility to increasing wealth disparity and social unrest 
to the dreaded "crack-up boom." 

RISING VOLATILITY. Hot money flowing into an emerging 
market is a mixed blessing because it boosts both asset 
prices and the cost of living. But when the money flows back 
out, there is no upside, only chaos. And that pretty much 
describes the major emerging markets in early 2014. With 
the realization that the US Fed was serious about scaling 
back its debt monetization, liquidity poured out of Asia and 
Latin America and into developed-world sovereign debt and 
blue chip equities. Such currencies as the Brazilian real, 
Indian rupee, and Turkish lira went into free fall, forcing 
local central banks to raise interest rates and impose vari- 
ous kinds of capital controls. Brazil, for example, raised its 
benchmark lending rate to the nose-bleed altitude of 10.5% 
in January 2014, whereas Turkey went even further, jump- 
ing its rate from 7.75% to 12.5% in a single day in January. 

Think of the emerging markets as this cycle's subprime 
mortgages, says Noland: "When the mortgage finance bubble 
started to burst [in 2007], marginal borrowers lost access 
to inexpensive finance. Financial conditions tightened at 
the periphery and then moved to the core. Today, cracks in 
the bubble are forming at the margins, with stress in China, 
Brazil, India, Turkey. Now we'll see if this stress also moves 
toward the core." 



IT IS IMPLAUSIBLE THAT THE FED WINDING 
DOWN SUCH AGGRESSIVE MONETARY 
INFLATION WON'T HAVE MAJOR IMPACTS 
ON GLOBAL MARKET LIQUIDITY. 



WEALTH DISPARITY AND SOCIAL UNREST. Asset inflation has 
the perverse effect of enriching the already rich (who own 
most stocks, bonds, and real estate) while depressing wages 
and real returns on savings. "The result is a constant ero- 
sion of the middle class, where your cost of living increases 
because the currency is falling against food and energy. But 
those who own diamonds and oil wells and art are doing 
much better. We're creating lots of billionaires while vast seg- 
ments of the economy are in complete stagnation," says Pento. 

"A growing number of people now view 'capitalism' as a 
license to steal and have no interest in voting for free mar- 
kets," adds Pento. "When a society has been disappointed, 
you get social unrest." 

CRACK-UP BOOM. Another thing that the alternate-infla- 
tion crowd agrees on is that a policy of ongoing inflation 
can continue as long as it remains obscure but fails once it 
becomes well understood. As the world discovered in the 
1970s, when market participants conclude that currency 
depreciation is likely to continue, capital begins to pour out 
of financial assets and into real assets, such as energy, pre- 
cious metals, and land. In the Austrian school of economics, 
this tipping point and what follows is known as a "crack- 
up boom." "Within a very short time," explained von Mises, 
"the things which were used as money are no longer used 
as media of exchange. They become scrap paper. Nobody 
wants to give away anything against them." 

Such an extreme scenario might begin with the $15 tril- 
lion that exists beyond US borders, says Shadow Govern- 
ment Statistics' Williams. "This dollar overhang is about 
equal to the domestic money supply [M3] but is not nor- 
mally counted in the money supply." If non-domestic hold- 
ers of dollars, recognizing that US policy is explicitly infla- 
tionary, decided en masse to convert their dollars into other 
currencies, US natural resources, or real estate, "you would 
have asset bubbles in the here and now and higher across- 
the-board prices soon thereafter," says Williams. 

THE MONEY MANAGER'S DILEMMA 

So, what does the market described by these alternative 
inflation measures look like for money managers? In a 
word, unstable. 

RISK OFF. If the US and Japan continue to aggressively mon- 
etize their debt — or if Europe joins the quantitative easing 
party — the result, if recent history is any guide, will be even 
bigger and more disruptive asset bubbles. Tightening pres- 
ents more immediate risks. "It is implausible that the Fed 
winding down such aggressive monetary inflation won't have 
major impacts on global market liquidity," says Noland. "The 
result will be risk aversion and a deleveraging contagion," 
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leading to equity bear markets that match — in reverse — the 
previous five years' nearly unbroken upward arc. 

REAL TRUMPS PAPER. "In past periods of devaluation, money 
has flowed from paper into the 'real,'" notes Tamny. "When 
a currency is weakening, investors seek to protect them- 
selves by investing in hard, commoditized assets less vul- 
nerable to devaluation." 

This is good for equities in the short run but bad for them 
in the longer term. "When investors commit capital to com- 
panies, they are buying future income streams," says Tamny. 
"So when monetary policy favors devaluation, the value of 
the income streams investors are buying also declines. Lim- 
ited capital tends to flow toward hard assets, such as gold, 
land, and rare art — things that already exist — and away 
from the stock and bond income streams that will fund the 
creation of wealth that doesn't yet exist. Investors choose 
the past over the future." 

In this worldview, defense trumps offense, and gold, 
according to Tamny, will tell the tale. If gold is rising, then 
real assets are outperforming paper. 

MUTUALLY EXCLUSIVE SCENARIOS. Adding to the complex- 
ity for money managers is the fact that many plausible sce- 
narios are mutually exclusive. "Interest rates will have to 



revert to their mean," says Pento. That means 10-year Trea- 
suries yielding around 7% — or more than double their level 
in early 2014. But how investors should play this reversion 
depends on how and why it happens. "If you mean-revert 
because the Fed has decided to raise interest rates, then 
we'll have falling commodity prices, trouble in the bank- 
ing system and real estate, but strengthening currencies. 
That's unlikely but possible." 

But if interest rates rise because the market takes them 
higher to offset perceived inflation, "then you want global 
equities and commodities — and you definitely want to be 
short bonds." 

Or these scenarios could play out sequentially, with a 
deflationary scare leading to renewed inflation. "So, the 
timing is challenging," says Noland. "[Monetary inflation] 
has made it incredibly difficult for investment professionals 
to manage funds prudently. The pressure to participate in 
this inflation is overwhelming. So, the key is to recognize 
when this bubble begins to falter and respond by reducing 
risk in a timely fashion." 

John Rubino, a former financial analyst, is author of The Money Bubble. 



Are US Inflation Numbers Fake? 

In the early 1980s, John Williams was an economic consultant 
who specialized in forecasting interest rates and economic 
activity. "I had models that forecast, say, retail sales and used 
this to predict interest rates three or six months into the future," 
he recalls. 

But then his models stopped working. "What happened was 
that over time, the federal government made changes to the 
reporting methodology of inflation. These changes had nothing 
to do with the real world and actual experience of consumers or 
investors." The Bureau of Labor Statistics, for instance, began 
lowering the reported rate of inflation to account for improved 
product quality (a practice called "hedonic modeling"). It also 
assumed that consumers would substitute cheaper products 
for those that went up in price and began giving less weight to 
parts of the basket that were rising and more to those that were 
stable or falling. 

The net effect was to transform the consumer price index 
(CPI) from a measure of what it costs to maintain a constant 
standard of living to a measure of the cost of a declining 
standard of living, says Williams. "The changes got to be so 
significant that [government statistics] became almost worth- 
less for forecasting. So, I started a newsletter called 'Shadow 
Government Statistics' that would present key numbers the way 
they had been calculated before these changes in methodology 
and that were a lot closer to common experience than what the 
government was reporting." 

Since then, the gap between the official inflation rate and 
Williams's corrected version has become a chasm (as shown in 
the chart comparing official versus "ShadowStats"). "The US re- 
ports inflation of around 1.5% per year right now, but if you look 
at the changes they've made in their methodologies compared 
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with what was done in 1980, the CPI is being understated by 
about 7 percentage points each year." 

This change in methodology might by itself explain the in- 
flation-measurement conundrum: Perhaps consumer prices do 
indeed portray an inflationary world-when calculated correctly. 
But the effects of this statistical sleight-of-hand go far beyond 
perception. Among other things, an artificially lowered inflation 
rate decreases the budget deficit on the backs of pensioners. 
"Had they not made those changes, the average Social Security 
check would be double what it is today," says Williams. 

And it adds yet another layer of complexity for money 
managers and financial planners. "Your job is, at a minimum, to 
keep clients ahead of inflation, but if you only beat the reported 
number, [your client] is not earning enough to keep up with the 
cost of living as he experiences it," says Williams. "You're not 
beating the actual rate of inflation." 
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